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lue Mountain Energy Ltd. 

is a Calgary, Alberta-based 

oil and natural gas producer 

focused on growth through 
exploration and development drilling. 
The Company's business model also 
includes growth through acquisitions 
that are operationally complementary 
and that increase Blue Mountain's 
exploration opportunities. Blue 
Mountain's activities are focused in 
three core areas: West Central Alberta, 
Peace River Arch and Northeast British 
Columbia. 


Blue Mountain is a publicly-traded 
company listed on the TSX under the 
symbol GAS. At December 31, 2005 
the Company had 21.5 million 
common shares outstanding. 
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HIGHLIGHTS 


Year ended December 31 2005 % Change 


OPERATIONS 

Average Production 
Crude oil (bbls/day) 621 
Natural gas (mcf/day) 10,675 
Natural gas liquids (bbls/day) 213 
Total (boe/day) 2,613 


Average Price 
Crude oil ($/bbl) 
Natural gas ($/mcf) 
Natural gas liquids ($/bb!) 
BOE ($/boe) 


Operating Netbacks 
Crude oil ($/bb!) 
Natural gas ($/mcf) 
Natural gas liquids ($/bb/) 
BOE ($/boe) 


FINANCIAL 


(S thousands except per share amounts) 
Gross revenues 51,389 338} 11 245) 
Cash flow from operations 25,228 16,838 
Cash flow from operations per share 
Basic 1.18 1.09 
Diluted 1.16 1.03 
Earnings 622 1,417 
Earnings per share 
Basic ° 0.03 0.09 
Diluted 0.03 0.09 
Net capital expenditures 36,403 37,989 
Net working capital (deficiency) (22,220) (11,440) 


Equity (thousands) 
Common shares outstanding 21,459 21,262 
Warrants outstanding 376 460 


Stock options outstanding 2,248 1,901 
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MESSAGE to. SiH ARip Ee @ ep iihes 


o recap events of the past year, 
Blue Mountain experienced 
disappointment in 2005, as true 
exploration companies sometimes 
do, with a large well going down 
at Spirit River and some high- 
risk/high-potential wildcats not 
working out. The Company then retrenched 
through a program of farm-outs. Over 30 
agreements, either to farm-out various 
working interests or sell minor properties, 
were consummated or are under way from 
January 2005 to the time of this report. 


Although we are confident about the longer-term merits of this 
approach, the immediate effects were somewhat muted by the fact 
that many of the wells could not be drilled by year-end. Procuring field 
services and surface access has been very difficult, a challenge also 
faced by operators farming-in on our prospects. Of the 33 commitment 
(farm-out and promoted) wells concluded to date, 23 were drilled in 
2005, with the remainder expected to be drilled in 2006. 


In some instances the farm-out wells drilled have resulted in lower-risk 
development offsets with material upside potential for Blue Mountain. 
The most significant of these discoveries was at Hythe, where the 
Company received a 40 percent carried working interest in a discovery 
well initially producing 3.5 mmcf per day of raw gas with 250 boe per 
day of natural gas liquids. The Company has an additional 4,064 net 
undeveloped acres of land at Hythe and five (four net) drilling locations. 
At the date of this report we are drilling the first of these locations, a 50 
percent working interest well, which will be followed by a 95 percent 
working interest location. 


At Pouce Coupe, where the Company also farmed-out the initial 
drilling, a recent down-spacing application will allow Blue Mountain to 
participate in the drilling of infill wells at 40 percent working interest. 
Our prolific locations at Knobhill (45 percent carry through tie-in) and 
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Dimsdale (pay 20 percent for 60 percent) were not drilled because 

of landowner objections. The Company has recently taken back its 
Knobhill prospect and is developing a strategy with respect to the 
application process. While this may delay drilling somewhat, it will allow 
us to drill the prospect with a 100 percent working interest, offsetting 

a recent competitor well which is capable of 5 to 6 mmcf per day of 
production. At Dimsdale, we have completed the ADR (Alternative 
Dispute Resolution) process and anticipate license approval this summer. 
The Company is hopeful that these prospects will be drilled in 2006. 


Because 2005 was a year of retrenchment, only 25 percent of our capital 
budget was spent at the drill bit. Half of the budget was spent on 
completions, re-completions, and facilities, the majority of which went 
to supporting the existing production base. In a year such as this, the 
finding and development costs, as expected, are dismal. 


PRODUCTION AND CASH FLOW 

In November 2005, we provided guidance to our shareholders on 
production and cash flow for the fourth quarter of 2005. Production had 
been forecast at 2,600 boe per day for the quarter, with an exit rate of 
2,900 boe per day, resulting in 2005 average production forecast at 2,600 
boe per day. Sales volumes in the fourth quarter actually averaged 2,570 
boe per day, with our target exit rate of 2,900 boe per day reached in the 
latter part of the month. For 2005, yearly production averaged 2,613 boe 
per day. Cash flow for the fourth quarter, estimated at $8.2 million, was 
$8.6 million ($0.41/share) as a result of exceptionally high commodity 
prices. Cash flow for the year was estimated at $1.19 per share and came 
in at $1.18 per share. 


In that same guidance, first-quarter 2006 production and cash flow had 
also been forecast, assuming strip prices in effect at that time, as well as 
forecast drilling, completion and tie-ins expected to occur during that 
quarter. With the drilling boom that occurred, our Company was unable 
to secure the drilling rigs required until the middle of March. Because so 
much of our production is early production, we experienced high initial 
declines which we could not offset with new production tie-ins. As well, 
in the first quarter, the Company disposed of approximately 230 boe per 
day of production with the sale of the Rigel, Altares and Markerville 
properties. As a result, first quarter production has declined from the 
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year-end exit rate, and is now expected to average 2,580 boe per day, 
with additional behind pipe production of 400 boe per day. Natural gas 
prices dropped in late December and continued to drop through the 
quarter. Assuming an average price of $7.15 per GJ for the quarter, the 
Company anticipates cash flow to be approximately $5.0 million. 


We are now working on tying-in production from our Cecil and Gage 
discoveries, which should add 200 boe per day of net production before 
spring break-up. The Balsam discovery has been flow-tested and 
expectation is that the well will be tied-in in the second or third quarter, 
adding an additional 100 boe per day. At Wilson Creek and Valhalla, 

a total of 100 boe per day of production is expected to be tied-in this 
summer. A second well at Cecil has just been cased, having drill-stem 
tested gas in multiple zones. Completion of this well will be undertaken 
after break-up. Wells at Hythe and Ferrier are drilling at the time of 
this report which, if successful, would add significant production in the 
second half of the year. 


2006 PROGRAM 

We remain optimistic about better things ahead for Blue Mountain. 

The 2006 drilling activity on Blue Mountain lands by both our 
Company and our promoted partners is expected to increase production 
substantially and perhaps dramatically by year-end, as the risk profile 
on these prospects has been softened considerably. With that in mind, 
we are now once again excited at the opportunity to take larger interests 
in our prospects. Although we will still expose our shareholders to a few 
higher-risk/high-potential prospects, the majority of our exploration 
during the coming year will be medium-risk in nature. The Company's 
drilling budget is a moving target, as we expect to spend all of our cash 
flow in 2006. 


NON-CORE RATIONALIZATIONS 

Blue Mountain's refocusing in 2005, coupled with its $100 million in 
available tax pools, is also allowing the Company to consider asset 
rationalization. In 2006 Blue Mountain has started to carefully sell 
assets which are non-core or which may represent a higher value to 
adjacent operators. At the time of this report, we have closed the sale 
of our Altares, Markerville, and Rigel properties. These dispositions 


have been made at a premium to the Company's engineering report, 
and represent approximately 230 boe per day of higher-operating-cost 
production, almost all of which was non-operated. Combined sales 
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proceeds of $8.4 million represent a $2.1 million (33 percent) premium 
to the 10 percent discounted engineering value of these properties and 
is equivalent to $470 per net undeveloped acre sold with the properties. 
Proceeds will be applied to reduce debt. 


OUTLOOK 

The current drop in spot natural gas prices has been reflected in a 
corresponding drop in share prices for most gas-producing companies 
and royalty trusts. While the drop has not been severe, it has triggered 
concerns in the marketplace. We will not try to forecast either a return 
of December prices or a continued drop, as the commodity markets 
are constantly providing the shareholders with the market consensus. 
Hence, we do not hedge our production, electing instead to adjust our 
spending to the cash available. This is done not only by changing the 
number of wells drilled, but also by the degree to which we reduce 
drilling costs by offering working interests to promoted partners. 


Blue Mountain, although an exploration company, maintains a 
conservative approach and balance sheet, which reduces leverage in 
an up market, but assures continued viability in a down market, should 
one occur. In ali of the scenarios, we simply keep on drilling, adapting 
our fundamentals to the current market. The Company believes that 
our current drilling inventory, which emphasizes medium-risk prospects 
while retaining a smaller number of high-risk/high-return prospects, 
should significantly enhance our production in 2006. 


Many thanks to Blue Mountain's employees, Board of Directors and 
shareholders for working with us through a difficult year for our Company. 


On behalf of the Board of Directors, 


fl. 


Randy Péwliw 
PRESIDENT AND CHIEF EXECUTIVE OFFICER 


MARCH 30, 2006 
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FOCUS AREA REVIEW 


PEACE RIVER ARCH 

Blue Mountain drilled 18 (10.3 net) wells in the Peace River Arch area 
during the year. The first quarter was a carry-over of the aggressive 
2004 program and saw the drilling of eight (5.96 net) higher-risk wells. 
Following this, as part of its operating refocus, the Company drilled 10 
(4.38 net) wells focusing on medium-risk Triassic prospects. The other 
major component of the refocus was to conduct drilling with promoted 
partners. Consequently Blue Mountain's 74 percent average working 
interest during the first quarter was reduced to an average working 
interest of 44 percent for the remainder of 2005. 


In addition, the Company farmed-out 21 prospects, eliminating drilling 
risk exposure. Some of the farm-outs have yielded discoveries which the 
Company will have the option either to drill or participate in the drilling 
of in 2006. Going forward Blue Mountain will focus on maximizing its 
interest in these plays, as the risk has been significantly reduced. In 
2005, the Company also focused on acquiring acreage on additional 
higher-potential/higher-risk prospects, such as Wembley, discussed 
below. 


Key among these discoveries has been the farm-out at Hythe. The 
Company held nine sections of land (5,760 acres gross, 4,064 acres net). 
In the first quarter, one section was farmed out, wherein the other party 
paid 100 percent of the drilling, completion and fracture-treating costs 
to earn a 60 percent working interest in the section, reserving to Blue 
Mountain a 40 percent working interest. The well was drilled, cased 
and placed on production in October at a rate of 3.5 mmcf per day gross, 
with 250 bbls per day of associated natural gas liquids. 


The farmor of the Hythe discovery had been a participant in a very 
large exploratory 3-D seismic shoot over the area, and had the benefit 

of drilling a number of wells to the zone to calibrate its shoot. After the 
drilling of the Hythe well, the seismic was made available for sale. Blue 
Mountain purchased 14 square miles over its lands, tying the seismic to 
the discovery well as well as other wells which would soon come off the 
confidential list. As a result of this, the Company now has five (four net) 
drilling locations for follow-up activity on its lands. Blue Mountain is 
very excited about the potential for growth in the Hythe area in 2006. As 
of late Q1 2006 the Company is operating the drilling of the first of these 
follow-up wells. 
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Pouce Coupe was a similar story, with the exception that follow-up 
drilling will consist of infill drilling with a 40 percent working interest. 
The wells did not provide as significant an impact as at Hythe, but offer 
an excellent lower-risk development scenario of long-life reserves, 
which could occur in later 2006 or 2007. 


Blue Mountain has acquired 3,040 acres (2,918 net) on a new prospect 
at Wembley. Following this, the Company acquired the right to 
participate in an offsetting well by paying 25 percent for a 12.5 percent 
working interest. Although this is one of the few cases of Blue Mountain 
farming-in, this arrangement will enable the Company to calibrate its 
seven square miles of 3-D seismic against the actual results of the first 
well. This approach will preserve Blue Mountain's 95 percent working 
interest in the offsetting 4.75 sections of land. The Wembley prospect is 
not expected to drill until the latter part of 2006 or perhaps early 2007. 
Proper strategy in exploration takes time, and the Company will remain 
patient in order to minimize its risk on this prospect. 


At Dimsdale, Blue Mountain has been very disappointed with progress 
in securing a drilling licence. This is a promising prospect, with an 
analogous well less than one mile distant that is a look-alike to the 
Company's drilling location on 3-D seismic. However, landowner issues 
have created numerous delays. As of late Q1 2006 Blue Mountain had 
participated in an ADR (Alternative Dispute Resolution) process, a form 
of mediation conducted in an attempt to avoid a formal EUB hearing. 


We are optimistic that a licence will be issued by the summer, with 
the Dimsdale location being spud later in the year. This time-line is an 
estimate dependent on variables beyond Blue Mountain's control. 


BRITISH COLUMBIA 

As the Company is finding success in its core areas, British Columbia 
has become a less important part of Blue Mountain's asset portfolio. 
Blue Mountain's interests in northeast British Columbia are evolving 
towards a non-core status. The Company plans to continue exploiting 
the properties not fully developed while offering the mature production 
for sale. As of late Q1 2006 Blue Mountain had agreed to sell its interest 
at Altares and Rigel. Both properties were sold at prices above those 
determined in the Company's engineering report. 
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At Rigel, Blue Mountain had farmed out a prospect with a 40 percent 
retained interest. The well was drilled in Q1 2006 and initial results 
appear encouraging. The Company has retained these lands pending a 
successful evaluation of the target zone, at which point it will consider 
a sale. Similarly, the Beavertail prospect was excluded from sale, as 

the most recent winter's seismic shoot has confirmed an attractive and 


potentially prolific prospect on this property. Blue Mountain expects to 


drill this prospect later in 2006. 


WEST CENTRAL ALBERTA 

As of late Q1 2006 the Company was awaiting the drilling of its two 
high-impact prospects in West Central Alberta. The Knobhill prospect, 
in which Blue Mountain had a 45 percent carried interest through tie-in, 
has been two-and-a-half years in the process of securing a well licence 
due to landowner issues. The Company has recently taken back this 
prospect and is developing a strategy with respect to the application 
process. While this may delay drilling somewhat, it will allow Blue 
Mountain to drill the prospect with 100 percent working interest, 
offsetting a recent competitor well which is capable of 5 to 6 mmcf per 
day of production. 


The Company is also proceeding with drilling a deeper prospect in the 
Ferrier area of West Central Alberta. The Company has just commenced 
drilling and has retained 100 percent working interest in the well. 


Blue Mountain has elected to sell its Markerville prospect to an operator 
in the area. The property was facing considerable capacity bottlenecks 
and it was somewhat removed from Blue Mountain's main focus 

area. Sales proceeds were at a significant premium to the Company's 
engineering report. Blue Mountain intends to utilize these funds on key 
prospects in its core focus areas. 
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MANAGEMENT'S DISCUSSION and ANALYSIS 


This Management's Discussion and Analysis (MD&A) for Blue Mountain Energy Ltd. (Blue 
Mountain or the Company) should be read in conjunction with the audited consolidated 
financial statements and related notes for the years ended December 31, 2005 and 2004. The 
audited consolidated financial statements have been prepared in accordance with Canadian 
generally accepted accounting principles (GAAP). The reporting and measurement currency in 
the audited consolidated financial statements and in this MD&A is the Canadian dollar, unless 
otherwise stated. This MD&A is dated March 23, 2006. 


In this MD&A, certain natural gas volumes have been converted to barrels of oil equivalent 
(boe) using six thousand cubic feet (mcf) equal to one barrel (bbl) unless otherwise stated. This 
conversion ratio is based on an energy-equivalent conversion applicable at the burner tip and 
does not necessarily represent a value equivalency at the wellhead. 


Non-GAAP Measures 

This MD&A uses the terms “cash flow”, “cash flow from operations” and “cash flow from 
operations per share”. Cash flow, cash flow from operations and cash flow from operations 
per share amounts are not measures that have any standardized meaning prescribed by 
Canadian GAAP and are considered non-GAAP measures. Therefore, these measures may not 
be comparable to similar measures presented by other issuers. These measures have been 
described and presented in this MD&A in order to provide shareholders and potential investors 
with additional information regarding the Company’s liquidity and its ability to generate funds 
to finance its operations. Management utilizes cash flow as a key measure to assess the ability of 
the Company to finance operating activities and capital expenditures. The terms “cash flow from 
operations” and “funds from operations” as presented in the consolidated financial statements 
are used synonymously. All references to “cash flow”, “cash flow from operations” and “cash 
flow from operations per share” are based on cash flow provided by operating activities before 
changes in non-cash working capital items. 


OVERVIEW 
SUMMARY OF 2005 PERFORMANCE 


¢ Production volumes increased by 15 percent year-over-year to average 2,613 boe per day. 


¢ Cash flow from operations totalled $25.2 million, an increase of 50 percent from 2004. 


Drilled 27 gross (14.4 net) wells, resulting in 15 (6.9 net) natural gas wells and 3 (1.6 net) 
oil wells. 


e Negotiated 17 farm-outs with 21 well commitments on Blue Mountain undeveloped lands. 


e Six wells were drilled on a promoted basis where Blue Mountain participated at a lesser 
interest than earned after drilling. 


e Total debt at the end of 2005 was approximately 0.6 times annualized fourth quarter 2005 
cash flow. 
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ANNUAL FINANCIAL SUMMARY 


2005 vs 2004 vs 
(S thousands except per share amounts) 2004 2004 2003 2003 
Revenues, net of royalties 54% 26,424 127% 11,654 
Net earnings (56%) 1,417 (12%) 1,602 
Per weighted average 
share — basic (67%) 0.09 (31%) 0.13 
Per weighted average 
share — diluted (63%) 0.08 (33%) 0.12 
Cash flow from operations 50% 16,838 132% 72250 
Per weighted average 
share — basic 8% 1.09 88% 0.58 
Per weighted average 
share — diluted 1.16 13% 1.03 87% 0.55 
Total assets 142,983 11% 128,957 124% Di) 
Bank debt (16,448) 308% (4,029) 100% = 
Working capital (deficiency), 
excluding bank debt (5,772) (22%) (7,411) (190%) 8,208 


Cash flow in 2005 increased primarily due to higher commodity prices and higher sales volumes. 
Earnings decreased in 2005 mainly due to higher depletion expenses. 


BUSINESS ENVIRONMENT 
Blue Mountain's financial results are significantly influenced by its business environment. Risks 
include, but are not limited to: 


e Crude oil and natural gas prices; 

¢ Cost to find, develop, produce and deliver crude oil and natural gas; 
e Demand for and ability to deliver natural gas; 

¢ The exchange rate between the Canadian and U.S. dollars; 

¢ Government regulations; and 


e Cost of capital. 


Commodity Price Risk 
Blue Mountain's earnings and cash flow are significantly affected by fluctuations in oil and 


natural gas prices. Commodity prices have been, and are expected to continue to be, volatile 
due to a number of factors beyond Blue Mountain's control. 
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Commodity Price and 
Foreign Exchange Benchmarks 


AECO price (CdnS per mcf) 


WTI Price (USS per bbl) 36% 41.42 33% 31.14 
Edmonton Par (Cdn per bbi) 31% 52.91 22% 43.23 
Edmonton Par/Lloydblend 

differential (Cdns per bb!) 58% 16.73 39% 12.07 
Edmonton Par/Bow River 

differential (Cdns per bb!) 59% 14.93 46% 10.23 


Foreign exchange rate (US$/Cdn$) 


Natural Gas 
The price of natural gas in North America is affected by regional supply and demand factors, 


particularly those affecting the United States such as weather conditions, pipeline delivery 
capacity, the availability of alternative sources of less costly energy supply, storage levels and 
general industry activity levels. Periodic imbalances between supply and demand for natural 
gas are common and result in volatile pricing. The price of natural gas, unlike crude oil, is not 
subject to the influence of an organization such as OPEC. 


In 2005, natural gas prices at AECO increased by 33 percent with continuing concern over North 
America's ability to grow natural gas supplies. A warm summer across North America and a 
cold December in the Northeastern U.S. increased demand for power while two successive 
hurricanes damaged natural gas supply infrastructure in the U.S. Gulf Coast. Combined with 
high oil prices, these factors caused the NYMEX natural gas price to average $8.62/MMBtu 
in 2005, a 40 percent increase from 2004. Higher average AECO gas prices in 2005 compared 
with 2004 can be attributed to the higher average NYMEX price partially offset by increasing 
AECO/NYMEX basis differentials in 2005, combined with the appreciation of the Canadian 
dollar versus the U.S. dollar. 


Crude Oil 

The prices received for the crude oil sold by Blue Mountain are related to the price of crude oil 
in world markets. Prices for heavy crude oil and other lesser-quality crudes trade at a discount 
(or differential) to light crude oil. 


The average West Texas Intermediate (WTI) price increased by 36 percent in 2005 from 2004, 
as increasing global demand for oil is now pushing world refining capacity limits. An active 
hurricane season resulted in substantial interruptions to U.S. Gulf Coast production and 
refineries which added to the world-wide strain on refining capacity. The hurricane damage to 
production facilities in the Gulf of Mexico required the release of strategic reserves of crude oil 
in the United States and Europe to prevent prices from increasing to even higher levels. 


This increase in the WTI price was not entirely reflected in Canadian pricing, however, as 
the strengthening Canadian dollar reduced the 2005 increase in the Edmonton Par price to 


31 percent. 


tec 


Canadian heavy oil differentials increased in 2005 due to an increasing supply of heavy oil 
being placed into the market by OPEC. 


Foreign Exchange Risk 

Blue Mountain's results are affected by the exchange rate between the Canadian and U.S. 
dollars. The majority of the Company's revenues are received from the sale of oil and natural gas 
commodities that receive prices determined by reference to U.S. benchmark prices. A decrease 
in the value of the Canadian dollar relative to the U.S. dollar will increase the revenues received 
from the sale of oil and natural gas commodities and, correspondingly, an increase in the value 
of the Canadian dollar relative to the U.S. dollar will decrease the revenues received from the 
sale of oil and natural gas commodities. Blue Mountain's expenditures are in Canadian dollars. 


As the U.S. dollar continued to weaken in 2005, the average U.S./Canadian dollar exchange rate 
increased by 7 percent, after also increasing by 7 percent in 2004. The increases are primarily 
due to continuing differences between Canadian and U.S. interest rates and the U.S. current 
account deficit. 


Operational Risk 

Exploration risk arising from the uncertainty of finding new reserves is mitigated by employing 
highly competent professionals and providing them with leading-edge technology. A careful 
risk/reward analysis is carried out in advance of every project, and the Company reduces its 
capital exposure on high-risk ventures by seeking promotional opportunities and joint ventures 
with industry partners. The Company maintains comprehensive insurance coverage on its 
assets and operations. 


Regulatory Risk 

The operations of all oil and natural gas explorers and producers are subject to extensive 
controls and regulations imposed by various levels of government. Blue Mountain monitors 
and adheres to all regulations which could affect its operations and has established standards 
of operating practice which are designed to minimize risk to its employees, the community and 
the environment. Similar to other companies in the oil and natural gas industry, Blue Mountain 
incurs costs for preventive and corrective actions. Changes to regulations could have an adverse 
effect on the Company's results of operations and financial condition. 


The Kyoto protocol, ratified by the Canadian federal government in December 2002, came 
into force on February 16, 2005. The protocol commits Canada to reducing greenhouse gas 
emissions to 6 percent below 1990 levels over the period 2008 to 2012. With the election of 
a new Canadian federal government in 2005, it is uncertain what the federal position with 
regard to meeting those targets will be. The Climate Change Working Group of the Canadian 
Association of Petroleum Producers is working with the federal and Alberta governments to 
develop an approach for implementing targets and enabling greenhouse gas control legislation 
which protects the industry's competitiveness, limits the cost and administrative burden 
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of compliance and supports continued investment in the sector. Blue Mountain is unable to 
predict the impact of the potential regulations upon its business; however, it is possible that 
the Company would face increases in operating costs in order to comply with greenhouse gas 
emissions legislation. 


SENSITIVITY ANALYSIS 

The following table is indicative of the relative effect on net earnings and cash flow of changes 
in certain key variables. The analysis is based on actual results for 2005. Each item in the 
sensitivity analysis projects the effect of an increase in that variable only; all other variables are 
held constant. While these sensitivities are applicable for the period and magnitude of changes 
on which they are based, they may not be applicable in other periods, under other economic 
circumstances or under greater magnitudes of change. 


Effect on Cash Flow Effect on Earnings _ 
Variable Increase . ($000s) ($/share) ($000s) (S/share) 
WTI crude oil price US$1.00/bbl 252 0.01 162 0.01 
AECO natural gas price Cdns0.10/mcf 390 0.01 249 0.01 
USS$/Cdns exchange rate US$0.01 (183) (0.01) (117) (0.01) 
Canadian prime interest rate 1.0 percent (141) (0.01) (90) - 


MANAGEMENT STRATEGY 

Blue Mountain will continue to execute its long-term business plan, which is expected to 
increase reserves and production in the Western Canada Sedimentary Basin through effective 
exploration and development programs and selective acquisitions. Blue Mountain's capital 
investment program is principally focused on growing reserves and production in the Peace 
River Arch and West Central areas of Alberta, which typically offer multi-zone potential and 
high-quality, long-life reserves. 


RESULTS OF OPERATIONS 

SALES VOLUMES 

In 2005, Blue Mountain's total sales volumes increased by 15 percent to an average of 2,613 boe 
per day from 2,281 boe per day in 2004. 


Sales volumes in the fourth quarter of 2005 averaged 2,570 boe per day, a decrease of 5 percent 
from 2,693 boe in the fourth quarter of 2004. The decrease is the result of delays in getting new 
production behind pipe on-stream until late in December due to the difficulty in securing third- 
party services. 


Natural gas sales averaged 10.7 mmcf per day in 2005 compared to 8.3 mmcf per day in 2004, 
an increase of 29 percent. Natural gas sales averaged 10.8 mmcf per day in the fourth quarter 
of 2005, an increase of 13 percent from 9.6 mmcf per day in the fourth quarter of 2004. The 
increases resulted from new wells at Mirage, Rolla and Spirit River in the first three quarters 
of 2005, with additional production adds in the fourth quarter at Pouce Coupe, Hythe, Cecil, 
Worsley and Boundary Lake. 
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Sales of crude oil averaged 621 barrels per day in 2005, a decrease of 12 percent from 704 
barrels per day in 2004. In the fourth quarter of 2005, crude oil sales averaged 502 barrels 
per day, a decrease of 43 percent from 883 barrels per day in the fourth quarter of 2004. The 
decreases are the result of Blue Mountain's emphasis on drilling natural gas wells, combined 
with increasing water cuts at Forestbank in Saskatchewan and natural declines at other oil 
producing properties. 


Natural gas liquids (NGLs) sales increased by 10 percent in 2005 to an average of 213 barrels 
per day from 194 barrels per day in 2004. NGLs sales averaged 265 barrels per day in the fourth 
quarter of 2005 compared to 211 barrels per day during the same period in 2004, an increase of 
26 percent. The increase is the result of higher liquids-rich natural gas production. 


The following table provides a comparative summary of sales volumes for 2005 and 2004: 


Natural Gas (mcf/day) Crude Oil and NGLs (bb/s/day) 
Q4 Year Q4 Year 
2005 2004 2005 2004] 2005 2004 2005 2004 2005 2004 


Combined Average (boe/day) 


West Central 

Alberta 819 
Peace River 

Arch Alberta 812 
Southern Alberta 71 
Saskatchewan 512 


British Columbia 
Total 


10,816 Bee 10,675 


The corporate 2005 exit production rate was 2,900 boe per day, reflecting production increases 
from third and fourth quarter drilling being tied-in late in December. 


In the first quarter of 2006, production is expected to average approximately 2,580 boe per day, 
due to the first quarter 2006 disposition of 230 boe per day of non-core high-operating-cost 
production in addition to facility downtimes, natural declines and delays in bringing 400 boe 
per day of new production additions on-stream. 


REVENUES 

Gross sales revenues in 2005 were $51.4 million, an increase of 55 percent from $33.1 million in 
2004. In the fourth quarter of 2005, gross sales revenues increased by 53 percent to $16.0 million 
from $10.5 million during the same period in 2004. The increase in sales revenues is primarily 
the result of higher commodity prices and increased natural gas and NGLs sales volumes. 


The following table provides a comparative summary of revenues for 2005 and 2004: 


Q4 Year 
(S$ thousands) 2005 2005 


Natural gas 12,117 6,381 36,146 21,086 
Crude oil 2,457 3,124 (21%) [RR 9,295 19% 
NGLs 1,378 952 45% 4,156 2,745 51% 
Total sales revenues 15,952 10,457 53% 51,389 33,126 55% 
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COMMODITY PRICES 

Blue Mountain's average sales price for natural gas was $9.28 per mcf in 2005, a 34 percent 
increase from $6.94 in 2004. In the fourth quarter, Blue Mountain's average sales price for 
natural gas was $12.18 per mcf, up 68 percent from $7.23 per mcf in the fourth quarter of 2004. 
The Alberta daily spot price at AECO in 2005 averaged $8.73 per mcf, and in the fourth quarter 
of 2005 averaged $11.39 per mcf. The differentials to AECO represent favorable heat content 
variations in Blue Mountain's natural gas production. 


Blue Mountain's wellhead price for crude oil averaged $48.96 per barrel in 2005, a 35 percent 
increase from $36.22 per barrel in 2004. In 2005 oil prices for WTI and Edmonton par averaged 
US$56.46 and Cdn$69.29 per barrel, respectively. In the fourth quarter, Blue Mountain's 
wellhead price for crude oil increased by 38 percent, averaging $53.21 per barrel compared to 
$38.48 per barrel in the fourth quarter of 2004. Fourth quarter 2005 average oil price for WTI 
was US$60.07 per barrel and for Edmonton par was Cdn$71.66 per barrel. The differentials 
to Edmonton par reflect the components of Blue Mountain's oil production, which includes 
Lloydminster heavy and southwest Saskatchewan medium-gravity crude. 


Blue Mountain's wellhead price for NGLs averaged $53.50 per barrel in 2005, a 38 percent 
increase from $38.69 per barrel during the same period in 2004. In the fourth quarter of 
2005, average NGLs prices of $56.45 per barrel were 15 percent higher than in the fourth 
quarter of 2004. 


The following table provides a comparative summary of Blue Mountain's sales prices for 2005 
and 2004: 


Year 
Commodity Change Change 
6.94 34% 


Natural gas ($/mcf) 


Crude oil ($/bb/) 36.22 35% 
NGLs ($/bbi) 38.69 38% 
Combined average 


($/boe) 39.73 36% 


EXPENSES 


ROYALTIES 

Royalties, net of the Alberta Royalty Tax Credit, totalled $10.6 million in 2005 (2004 — $6.8 
million). Royalties as a percentage of total sales averaged 21 percent for the year (2004 — 20 
percent) and 23 percent in the fourth quarter (2004 — 20 percent). The 2005 average royalty rate 
increases from 2004 are a result of higher Crown royalty rate natural gas production brought 
on-stream and the diminishing effect of the maximum $0.5 million Alberta Royalty Tax Credit 
on increasing revenues and royalties. 
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The following table provides a comparative summary of Blue Mountain's royalty rates as a 
percentage of revenue for 2005 and 2004: 


Q4 Year 


Commodity 

Natural gas 21% 5% 
Crude oil 17% (18%) 
NGLs 29% (10%) 
Combined boe 


average 


OPERATING EXPENSES 
Operating expenses in 2005 totalled $10.8 million or $11.32 per boe of production, compared 


to $7.0 million or $8.39 per boe of production in 2004. The increase in unit operating expenses 
over 2004 reflects a general industry wide trend, in addition to increased well servicing costs at 
oil-producing properties experienced throughout the year. Prior period adjustments, primarily 
for non-operated properties acquired in the Sentra transaction in 2004, added $0.85 per boe to 
2005 operating expenses. Excluding these prior period adjustments, operating costs averaged 
$10.47 per boe in 2005. Fourth quarter 2005 operating costs averaged $10.40 per boe, an 
increase of 14 percent from the same period in 2004. The fourth quarter increase is attributable 
to sand cleanout workovers at Forest Bank and water disposal and emulsion trucking charges 
at Worsley, both oil-producing properties. 


The following table provides a comparative summary of Blue Mountain's average unit operating 
expenses for 2005 and 2004: 


Commodity 
Natural gas ($/mcf) 50% 
Crude oil ($/bbl) 11.61 22% 
NGLs ($/bb!) 6.95 50% 
Combined average 


($/boe) 


The Company constantly evaluates operating cost reduction opportunities and believes that 
as lower-cost natural gas production is brought on-stream, operating expenses will decrease. 
Fourth quarter 2005 operating costs for natural gas and NGLs are an indication of that, as 
both are slightly lower than they were in the fourth quarter of 2004, in spite of the inflationary 
pressures being experienced throughout the industry. 


TRANSPORTATION EXPENSES 

Transportation expenses, composed of costs to transport sales gas and clean oil to market, 
totalled $1.3 million in 2005 (2004 — $0.8 million), or $1.41 per boe (2004 — $0.99 per boe). In 
the fourth quarter of 2005, transportation expenses totalled $0.4 million (2004 — $0.3 million). 
Transportation expenses have increased as a result of increased natural gas production 
combined with higher clean oil trucking charges. 
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GENERAL AND ADMINISTRATIVE EXPENSES 

Net cash general and administrative (G&A) expenses were $2.4 million or $2.56 per boe of 
production in 2005, compared to $1.2 million or $1.49 per boe of production in 2004. The overall 
increase in 2005 G&A costs is attributable primarily to higher staffing levels and charges for 
staff bonuses and severance costs totalling $0.4 million. One-time costs related to the 2004 
acquisition of Sentra recorded in 2005 also added $0.16 per boe of production in the current 
year. In the fourth quarter of 2005, net G&A expenses totalled $0.6 million (2004 — $0.4 million), 
or $2.46 per boe (2004 — $1.78 per boe). 


Capitalized G&A costs related to exploration activity in 2005 amounted to $0.8 million. Blue 
Mountain capitalized $0.7 million in G&A costs relating to exploration activity in 2004. 


The following table provides a comparative summary of G&A expenses for 2005 and 2004: 


Q4 Year 
2005 2004 2005 2004 
($000s) (S/boe) —_ (000s) ($/boe) ($000s) (S/boe) (S000s) (S/boe) 


Gross G&A expenses 775 3.28 TNS 2.89 3,291 3.45 1,977 BSH 
Capitalized G&A expenses (193) (0.82) (274) (1.11) (846) (0.89) (731) (0.88) 
Net G&A expenses 582 2.46 44) 1.78 2,445 2.56 1,246 1.49 


General and administrative expenses on a per unit basis are expected to decrease as production 


volumes increase. 


STOCK-BASED COMPENSATION EXPENSE 

For the year ended December 31, 2005, the Company recorded $1.2 million (2004 — $0.4 million) 
in non-cash stock-based compensation expense relating to outstanding stock options. In the 
fourth quarter, the Company recorded $0.3 million (2004 — $0.4 million) in non-cash stock- 
based compensation expense. 


DEPLETION, DEPRECIATION AND ACCRETION EXPENSES 

Depletion and depreciation of property, plant and equipment, including asset retirement costs, 
and accretion of asset retirement obligations was $23.0 million in 2005 (2004 — $14.0 million) 
or $24.09 per boe of production (2004 — $16.76 per boe). The increase on a unit-of-production 
basis is due to higher finding and development costs for proved reserves in 2005. Depletion is 


calculated on proved reserves only. 


INCOME AND OTHER TAXES 
Future income tax expense was $0.5 million in 2005 (2004 — $1.1 million). Lower future income 


tax expense in 2005 is the result of lower earnings in 2005. 


Capital tax expense of $0.2 million in 2005 (2004 — $0.3 million) reflects federal capital taxes 
payable at the rate of 0.175 percent on taxable capital in excess of $50 million and Saskatchewan 
resource surcharges at the rate of 3.6 percent on revenue generated in that province. 


(La 


At year-end 2005, the Company had unused tax pools totalling $103.6 million, which may be 
used to offset future income tax liabilities. 


The following table provides a comparative summary of the composition of the Company's tax 
pools for 2005 and 2004: 


At December 31 (5 thousands) 2005 2004 
Canadian exploration expense 2,260 15,146 
Canadian development expense 29,752 20,221 
Canadian oil and gas property expense 36,336 32,154 
Undepreciated capital cost 31,797 24,055 
Operating losses ~ 2,451 
Capital losses 1,254 1,254 
Share issue costs and other 2,183 PLSNS 
Total 103,582 97,596 


During 2005, Blue Mountain renounced $5.3 million in Canadian exploration expenses to 
investors who purchased flow-through shares issued by the Company in December 2004. The 
Company is not obligated for any further renunciations for flow-through shares. 


CASH FLOW AND EARNINGS 

Cash flow from operations increased to $25.2 million in 2005 from $16.8 million in 2004. Cash 
flow was $1.18 per share basic ($1.16 per share diluted) in 2005, compared to $1.09 per share 
basic ($1.03 per share diluted) in 2004. The increase in cash flow in 2005 is the result of higher 
commodity prices combined with higher sales volumes. 


Blue Mountain's earnings decreased to $0.6 million in 2005 from $1.4 million in 2004, primarily 
due to higher depletion expenses in 2005. Earnings per share were $0.03 basic and diluted in 
2005, compared to $0.09 per share basic and diluted in 2004. 


The following table provides a comparative summary of Blue Mountain's cash flow from 
operations and earnings for 2005 and 2004: 


($ thousands except per 
share amounts) 2005 2004 2005 


Cash flow from 
operations 8,649 25,228 16,838 50% 
per share basic 0.41 1.18 1.09 8% 
per share diluted 0.40 1.16 1.03 13% 
Earnings 439 622 1,327 (53%) 
per share basic 0.02 0.03 0.09 (67%) 


per share diluted 0.02 0.03 
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NETBACKS 

Blue Mountain's operating netback averaged $30.08 per boe of production in 2005 (2004 —- 
$22.20 per boe). The Company's cash flow netback, after adding interest revenue and deducting 
cash G&A expenses, interest expense and capital tax expense, averaged $26.52 per boe of 
production in 2005 (2004 — $20.18 per boe). 


The following table provides a comparative summary of Blue Mountain's netbacks per unit of 
production for 2005 and 2004: 


2005 2004 — 
Crude oil ($/bb/) 
Average sales price 48.96 36.22 
Hedging adjustment ae (0.15) 
Royalties (7.05) (5.85) 
Operating costs (14,15) (11.61) 
Transportation (1.29) (0.23) 
Netback 26.47 18.38 
Natural gas (S/mcf) 
Average sales price 9.28 6.94 
Royalties (2.03) (1.47) 
Operating costs (1.74) (1.16) 
Transportation (0.27) (0.25) 
Netback 5.24 4.06 
NGLs ($/bb/) 
Average sales price 53.50 38.69 
Royalties (13.66) (11.16) 
Operating costs (10.44) (6.95) 
Netback 29.40 20.58 
BOE basis ($/boe) 
Average sales price 53.89 39173 
Hedging adjustment - (0.05) 
Royalties (11.08) (8.10) 
Operating costs (11.32) (8.39) 
Transportation (1.41) (0.99) 
Netback 30.08 22.20 
Interest income - 0.08 
G&A expense - cash (2.56) (1.49) 
Interest expense (0.74) (0.21) 
Capital taxes (0.26) (0.39) 
Cash flow 26.52 20.19 
G&A expense — non-cash (stock-based compensation expense) (1.25) (0.51) 
Depletion and depreciation (23.86) (16.66) 
Accretion of asset retirement obligations (0.23) (0.10) 
Future taxes (0.53) (k22) 


Net earnings 0.65 1.70 
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CAPITAL INVESTMENT AND ASSET VALUES 

CAPITAL EXPENDITURES 

Net capital expenditures totalled $36.4 million in 2005 compared to $78.0 million in 2004. Blue 
Mountain acquired 12,408 net acres of undeveloped land for $3.1 million, spent $0.4 million 
on land retention and a further $1.7 million on seismic activity in 2005. A total of $11.5 million 
was spent on production equipment and facilities, including compressor installations and well 
tie-ins. A total of $16.1 million was spent completing 16 wells, re-completing 15 wells and 
drilling 27 (14.4 net) new wells, resulting in three (1.6 net) new oil wells and 15 (6.9 net) new 
gas wells. 


PROPERTY ACQUISITIONS AND DISPOSITIONS 
During 2005, the Company spent $2.9 million acquiring partners’ working interests in various 
areas in five separate transactions. 


Blue Mountain disposed of a minor non-core property in southern Alberta for proceeds of 
$0.2 million in 2005. 


The following table provides a comparative summary of Blue Mountain's capital expenditures 
in 2005 and 2004: 


(S thousands) 2005 2004 
Land acquisition and retention 3,533 4,765 
Geological and geophysical 1,658 1,560 
Drilling, completions and recompletions 16,115 21,136 
Production equipment and facilities 11,534 5,834 
Capitalized overhead 847 73) 

Corporate assets (24) 145 

Property acquisitions 2,932 4,105 

Acquisition of Sentra Resources Corporation ~ 40,000 
Total capital expenditures 36,595 78,276 
Property dispositions (192) (287) 


Net capital expenditures 36,403 77,989 
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DRILLING ACTIVITY 


Total 


2005 Exploration 
Number of Wells 


Oil 
Natural gas 


Development 


Unsuccessful 
Total 


2004 Exploration Development Total 
NumberofWells. Gress Ne A Gea ee ee 
Oil 3.0 DS 6.0 4.6 


Natural gas 10.0 7.0 6.0 4.9 16.0 11.9 
Unsuccessful 8.0 6.2 - - 8.0 6.2 
Total 21.0 spi 12.0 95 33.0 252 


LAND HOLDINGS 

In 2005 Blue Mountain's net undeveloped land position remained relatively flat, decreasing by 
2,540 acres compared to 2004. Although the Company acquired 12,408 net aces of undeveloped 
land in 2005, drilling, farmouts and expiries contributed to the slight decrease. Blue Mountain's 
average working interest in its undeveloped lands increased slightly to 73 percent in 2005 (2004 
— 72 percent). At year-end 2005, the Company's undeveloped land position stood at 137,830 net 
acres compared to 140,370 net acres at the end of 2004. Blue Mountain's land position is a key 
asset in generating internal growth. 


Developed 
Gross Net 


58,406 33,438 
12,007 6,191 


At December 31, 2005 Undeveloped 
(acres) Gross Net 


Alberta 156,972 121,117 
British Columbia 25,523 12,752 
Saskatchewan 5,468 3,961 

187,963 137,830 


Total 
Gross o Net 
215,378 «154,555 
37,530 18,943 


1,280 1,072 
71,693 40,701 


6,748 5,033 
259,656 178,531 


RESERVES 
The December 31, 2005 reserve report was prepared by McDaniel & Associates Consultants Ltd. 
and utilized definitions as set out under National Instrument 51-101 Standards of Disclosure for 


Oil and Gas Activities (NI 51-101). 


Blue Mountain's reserve estimates have been calculated in compliance with the NI 51-101 
standards. This standard requires a mandated high confidence for proved and probable reserves. 
Under NI 51-101, proved reserves are defined as having a 90 percent probability that actual 
reserves recovered over time will equal or exceed proved reserve estimates. For proved and 
probable reserves under NI 51-101, there are now equal (50 percent) probabilities the actual 
reserves recovered will be less than or greater than the proved and probable reserve estimate. 


LT 


In accordance with NI 51-101, proved undeveloped and proved non-producing reserves are 
only to be recognized in cases where plans are in place to bring the reserves on production 
within a short and well defined time-frame. In 2005, Blue Mountain has 14,700 boe of proved 
undeveloped reserves assigned, representing 0.3 percent of the proved and probable reserves 
and 196,100 boe of proved non-producing reserves, representing 4 percent of the total proved 
and probable reserves. 


In 2005, Blue Mountain added new reserves through the drill bit totaling 0.4 million boe proved 
and 0.7 million boe proved and probable. 


At December 31, 2005, net proved reserves as determined by McDaniel were 3.1 million boe 
and proved and probable reserves were 4.9 million boe. Utilizing the production profiles in the 
McDaniel reserve report, the Company's reserve life index is calculated to be 4.8 years proved 
and probable and 3.4 years proved, based on a 2006 forecast average production rate of 2,760 
boe per day and 2,495 boe per day, respectively. 


The reserves information in the following tables is extracted from McDaniel's evaluations based 
on forecast prices and costs: 


Natural NPV@10% NPV@15% 
Summary of Reserves Crude oil NGLs gas Total before tax before tax 
At December 31, 2005 (mbbls) (mbbls) (mmcf) (mboe @ 6:1) ($000s) ($000s) 
Proved producing 667 11,834 2,865 69,210 63,918 
Proved non-producing 45 901 196 3,736 3,431 
Proved undeveloped 12 17 1 ee 185 148 
Total proved 12,752 3,076 73,131 67,497 
Probable additional 6,960 1,798 29,492 24,557 
Proved + probable 19,712 4,874 102,623 92,054 
Reserve 
Reconciliation Crude oil (mbbis) NGL s (mbbIs) Natural gas (mmcf) Boe (mmboe) 
Proved Probable Total] Proved Probable Total Proved Probable Total 
Reserves at 
December 31,2004 839 636 1,475 263 140 403 16,093 9,200 25,293 3,784 2,309 6,093 
Discoveries 49 32 81 48 45 93 1,570 1,388 2,958 359 308 667 
Acquisitions 5 2 7 1 - 1 280 180 460 53 32 85 
Dispositions (10) (7) (17) - ~ - (48) (22) (70) (18) (11) (29) 
Revisions 68 (167) (99) (8) (43) (51) (1,247) (3,786) (5,033) (148) (840) (988) 
Production (227) - (227) (77) = (77) (3,896) — (3,896) (954) — (954) 


Reserves at 
December 31,2005 724 496 1,220 227 142 369 12,752 6,960 19,712 3,076 1,798 4,874 


——————— 
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Value of Reserves 
As at December 31, 2005 (5 thousands before tax) Undiscounted 


Discounted 
5% 10% 15% 


Proved 87,427 78,423 71,524 66,039 
Probable 47,325 35,981 28,901 24,098 
Proved + probable 134,752 114,404 100,425 90,137 


Alberta Royalty Tax Credit 3,165 
Total 137,917 


2,588 2,198 1,917 
116,992 102,623 92,054 


Pricing Assumptions WTI Oil AECO Gas US$/Cdn$ Inflation 

USS/bbl Cdn$/GJ exchange % 
2006 57.50 10.05 0.85 7) 
2007 55.40 9.05 0.85 2.5 
2008 52.50 8.05 0.85 D5) 
2009 49.50 7.00 0.85 ZS 
2010 46.90 6.55 0.85 25 


FINDING, DEVELOPMENT AND ACQUISITION (FD&A) COSTS 

In 2005, Blue Mountain's calculated FD&A costs before consideration of NI 51-101 mandated 
technical revisions, but including future development capital, were $47.76 per boe proved 
and probable. 


Because a significant amount of capital was spent on the existing production base in 2005 for 
compression, workovers and other associated costs, the Company has analyzed and calculated 
F&D costs only for projects drilled in 2005. Including land, seismic and future development 
costs, F&D costs for 2005 drilling projects were $27.57 per boe proved and probable. If the 
results of the first quarter of 2005 are excluded in this type of analysis (the point at which 
the Company adjusted its exploration strategy), F&D costs including land, seismic and future 
development costs decrease to $17.25 per boe proved and probable. 


In 2006, the Company's internally estimated year-to-date F&D costs including land, seismic and 
future development costs are $12.44 per boe proved and probable. 


ASSET VALUATION 

The estimated present values of Blue Mountain's proved and probable reserves at December 
31, 2005 presented below are based on an evaluation conducted by McDaniel. The value of 
reserves represents the forecast of future net cash flow derived from the production and sale of 
reserves, less capital expenditures, abandonment costs and operating costs, before the deduction 
of interest, income tax, and other corporate costs. Seismic data is assigned its estimated fair 
market value and undeveloped land is valued at $150 per acre, which the Company believes is 
a conservative estimate of fair market value. Blue Mountain's actual average undeveloped land 
acquisition costs were $247 per acre in 2005, $227 per acre in 2004 and $179 per acre in 2003. 
The number of in-the-money warrants and options were determined using the year-end closing 


prices of the Company's common shares. 
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Discounted 
5% 10% 15% 


Net Asset Value 


(S thousands) Undiscounted 


Proved plus probable reserves 
Undeveloped acreage and seismic data 
Working capital surplus (deficiency) 


Basic asset value 
Exercise of in-the-money warrants 
Exercise of in-the-money stock options 


Diluted asset value 


Common shares outstanding 
In-the-money warrants outstanding 
In-the-money options outstanding 


Diluted 


Net asset value per common share (5) 
Basic 
Diluted 


QUARTERLY FINANCIAL SUMMARY 


137,917 
26,576 
(22,220) 
142,273 

1,129 
5,509 
148,911 


21,459,462 
376,267 
1,415,334 
23,251,063 


116,992 
26,576 


(22,220) 


121,348 
1,129 
5,509 

127,986 


21,459,462 
376,267 
1,415,334 
23,251,063 


102,623 
26,576 


(22,220) 


106,979 
1,129 
5,509 

113,617 


21,459,462 
376,267 
1,415,334 
23,251,063 


Quarter ended 


2005 March 31 June 30 Sept. 30 
Total revenues, net of royalties ($ thousands) 8,610 9,843 10,142 
Net earnings (loss) ($ thousands) (716) 135 764 
Per share — basic (0.03) - 0.04 
Per share — diluted (0.03) - 0.04 
Cash flow from operations ($ thousands) 4,622 5 / 5// 6,200 
Per share — basic 0.22 0.27 0.28 
Per share — diluted 0.22 0.26 0.28 
Share price ($) 
High 8.50 6.95 5.71 
Low 6.32 4.15 4.75 
Close (end of period) 6.85 4.80 5.48 
Shares traded (thousands) 3,194 2,753 6,611 
Weighted average number of shares (thousands) 
Basic 21,305 21,473 21,430 
Diluted 21,656 21,870 21,628 


92,054 
26,576 
(22,220) 
96,410 

1,129 
5,509 
103,048 


21,459,462 
376,267 
1,415,334 
23,251,063 


Blue Mountain's revenues and cash flow steadily increased throughout 2005 as commodity 
prices strengthened and, in the fourth quarter, sales volumes increased. The Company recorded 
a loss in the first quarter of 2005 due to higher depletion expenses. Earnings in the fourth 
quarter of 2005 were lower, as net earnings were reduced by an after-tax increase to depletion 
expense of $1.6 million. 
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Quarter ended 

2004 March 31 June 30 Sept. 30 Dec. 31 
Total revenues, net of royalties ($ thousands) 7,068 5,309 5,703 8,344 
Net earnings (loss) ($ thousands) 951 648 445 (627) 

Per share — basic 0.06 0.04 0.03 (0.04) 

Per share — diluted 0.06 0.04 0.03 (0.04) 
Cash flow from operations ($ thousands) 4,985 3,318 3,479 5,056 

Per share — basic 0.35 0.24 0.24 0.26 

Per share — diluted 0.33 0.22 0.23 0.25 
Share price ($) 

High 6.95 9.00 8.10 9.45 

Low 6.00 6.10 7.00 751 

Close (end of period) 6.40 8.09 7.59 8.10 
Shares traded (thousands) 1,881 1,677 1,595 2,487 
Weighted average number of shares (thousands) 

Basic 14,112 14,159 14,256 19,452 

Diluted 15,069 5035 15,294 20,394 


Blue Mountain's revenues, cash flow and earnings were higher in the first quarter of 2004 
as natural gas production at Dunvegan was increased to take advantage of higher prices in 
January. In the fourth quarter, revenues and cash flow rose again, primarily due to increased 
production resulting from the acquisition of Sentra. The Company recorded a net loss in the 
fourth quarter of 2004, as earnings were reduced by an after-tax increase to depletion expense 
of $1.4 million. 


LIQUIDITY AND CAPITAL RESOURCES 

WORKING CAPITAL 

Blue Mountain's working capital deficiency, exclusive of bank debt, at December 31, 2005 was 
$5.8 million, compared to a working capital deficiency of $7.4 million at December 31, 2004. In 
2004, accruals related to fourth quarter operating and capital activity were higher, resulting in 
a higher working capital deficiency at year-end. 


BANK DEBT 

The Company had drawn $16.4 million against its credit facility at December 31, 2005 (2004 
— $4.0 million). The Company's credit facility, renewable annually, is with a Canadian chartered 
bank in the form of a $24.0 million revolving demand loan and bears interest at the bank's 
prime lending rate. The loan is secured by all of the Company's assets with a general security 
agreement. Principal repayments are required only if the borrowing base is exceeded. 
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CAPITAL STRUCTURE 
The Company had 21,459,462 common shares outstanding at December 31, 2005. Based on a 
year-end closing price of $5.45 per share, Blue Mountain's market capitalization was $117.0 
million. A total of 15,466,500 shares traded during the year, representing 72 percent of the total 
shares outstanding. 


At March 30, 2006, there were 21,459,462 common shares, 376,267 performance warrants and 
2,248,334 options outstanding. 


CAPITAL EXPENDITURE PROGRAM 
Blue Mountain's 2006 budget is projected to spend 2006 cash flow directed at exploration and 
development projects and selective acquisitions. 


In the event of significantly lower than anticipated cash flow, the Company would be able to 
defer its capital spending programs without penalty. 


CONTRACTUAL OBLIGATIONS 
The Company has entered into commitments related to office leases. The following table 
summarizes the Company's contractual obligations at December 31, 2005: 


Expected Payment Date 
‘(S thousands) 2006 2007 2008 Total 


Office leases 266 266 66 598 


OFF BALANCE SHEET ARRANGEMENTS 
Blue Mountain does not currently utilize any off-balance-sheet arrangements with unconsoli- 
dated entities to enhance liquidity and capital resource positions or for any other purpose. 


RELATED PARTY TRANSACTIONS 
Blue Mountain has not entered into any material transactions with related parties in 2005 or 2004. 


FINANCIAL AND DERIVATIVE INSTRUMENTS 

The Company may enter into oil and natural gas pricing agreements to provide it with exposure 
to a variety of pricing indices. At December 31, 2005, there were no oil or natural gas pricing 
agreements in place. 


STATEMENT REGARDING DISCLOSURE CONTROLS 

As of December 31, 2005 an evaluation was carried out, under the supervision of and with the 
participation of management, including the President and Chief Executive Officer and Chief 
Financial Officer, of the effectiveness of the Company's disclosure controls and procedures as 
defined under Multilateral Instrument 52-109. Based on the evaluation, the President and Chief 
Executive Officer and Chief Financial Officer concluded that the design and operation of these 
disclosure controls and procedures were effective. 
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APPLICATION OF CRITICAL ACCOUNTING ESTIMATES 

The significant accounting policies used by Blue Mountain Energy Ltd. are disclosed in note 1 
to the consolidated financial statements. Certain accounting policies require that management 
make appropriate decisions with respect to the formulation of estimates and assumptions 
that affect the reported amounts of assets, liabilities, revenues and expenses. The following 
discusses such accounting policies and is included in the MD&A to aid the reader in assessing 
the critical accounting policies and practices of the Company and the likelihood of materially 
different results being reported. Blue Mountain's management reviews its estimates regularly. 
The emergence of new information and changed circumstances may result in actual results or 
changes to estimated amounts that differ materially from current estimates. 


The following assessment of significant accounting policies is not meant to be exhaustive. The 
Company might realize different results from the application of new accounting standards 
promulgated, from time to time, by various rule-making bodies. 


PROVED OIL AND NATURAL GAS RESERVES 

Under NI 51-101, proved reserves are those reserves that can be estimated with a high degree 
of certainty to be recoverable (it is likely that the actual remaining quantities recovered will 
exceed the estimated proved reserves). In accordance with this definition, the level of certainty 
targeted by the reporting company should result in at least a 90 percent probability that the 
quantities actually recovered will equal or exceed the estimated reserves. There was no such 
consideration of probability under the previous standard for reporting reserves, known as 
National Policy (NP) 2B. In the case of probable reserves, which are obviously less certain to be 
recovered than proved reserves, NI 51-101 states that it must be equally likely that the actual 
remaining quantities recovered will be greater or less than the sum of the estimated proved 
and probable reserves. With respect to the consideration of certainty, in order to report reserves 
as proved and probable, the reporting company must believe that there is at least a 50 percent 
probability that the quantities actually recovered will equal or exceed the sum of the estimated 
proved and probable reserves. The implementation of NI 51-101 has resulted in a more rigorous 
and uniform standardization of reserve evaluation. 


FULL COST ACCOUNTING FOR OIL AND GAS ACTIVITIES 

Depletion Expense 

The Company uses the full cost method of accounting for exploration and development 
activities. In accordance with this method of accounting, all costs associated with exploration 
and development, whether successful or not, are capitalized. The aggregate of net capitalized 
costs and estimated future development costs less estimated salvage values is amortized using 
the unit-of-production method based on estimated proved oil and natural gas reserves. 


An increase in estimated proved oil and natural gas reserves would result in a corresponding 
reduction in depletion expense. A decrease in estimated future development costs would also 
result in a corresponding reduction in depletion expense. 
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Withheld Costs 

Certain costs related to unproved properties and major development projects may be excluded 
from costs subject to depletion until proved reserves have been determined or their value is 
impaired. These properties are reviewed quarterly and any impairment is transferred to the 
costs being depleted or, if the properties are located in a cost centre where there is no reserve 
base, the impairment is charged directly to earnings. 


Impairment of Long-Lived Assets 

The Company is required to review the carrying value of all property, plant and equipment, 
including the carrying value of oil and natural gas assets, for potential impairment. Impairment 
is indicated if the carrying value of the long-lived asset or oil and natural gas cost centre is 
not recoverable by the future undiscounted cash flows. If impairment is indicated, the amount 
by which the carrying value exceeds the estimated fair value of the long-lived asset is charged 
to earnings. 


Asset Retirement Obligations 

CICA Section 3110 requires that the fair value of asset retirement obligations is recorded as a 
liability on a discounted basis, when incurred. The value of the related assets are increased by 
the same amount as the liability and depreciated over the useful life of the asset. Over time the 
liability is adjusted for the change in present value of the liability or as a result of changes to 
either the timing or amount of the original estimate of undiscounted future cash flows. 


Asset retirement obligation requires that management make estimates and assumptions 
regarding future liabilities and cash flows involving environmental reclamation and remediation. 
Such assumptions are inherently uncertain and subject to change over time due to factors such 
as historical experience, changes in environmental legislation or improved technologies. 


Income Tax Accounting 

The determination of the Company's income and other tax liabilities requires interpretation of 
complex laws and regulations often involving multiple jurisdictions. All tax filings are subject 
to audit and potential reassessment after the lapse of considerable time. Accordingly, the actual 
income tax liability may differ significantly from that estimated and recorded by management. 


Business Combinations 

Blue Mountain grew considerably when it acquired Bolt Energy Ltd. in September 2002 
and again in September 2004 with the acquisition of Sentra Resources Corporation. These 
transactions were accounted for using what is now the only accounting method available, the 
purchase method. Under the purchase method, the acquiring company includes the fair value of 
the assets of the acquired entity on its balance sheet. The determination of fair value necessarily 
involves many assumptions. The valuation of oil and natural gas properties primarily relies on 
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placing a value on the oil and natural gas reserves. The valuation of oil and natural gas reserves 
entails the process described above under the caption “Proved Oil and Natural Gas Reserves" 
but in contrast incorporates the use of economic forecasts that estimate future changes in 
prices and costs. In addition this methodology is used to value unproved oil and natural gas 
reserves. The valuation of these reserves, by their nature, is less certain than the valuation of 
proved reserves. 


Goodwill 

The process of accounting for the purchase of a company, described above, results in recognizing 
the fair value of the acquired company's assets on the balance sheet of the acquiring company. 
Any excess of the purchase price over fair value is recorded as goodwill. Since goodwill results 
from the culmination of a process that is inherently imprecise the determination of goodwill 
is also imprecise. In accordance with CICA section 3062, “Goodwill and Other Intangible 
Assets", goodwill is no longer amortized but assessed periodically for impairment. The process 
of assessing goodwill for impairment necessarily requires Blue Mountain to determine the fair 
value of its assets and liabilities. Such a process involves considerable judgment. 


NOTE REGARDING FORWARD LOOKING STATEMENTS 

Certain information regarding Blue Mountain Energy Ltd. set forth in this document, including 
management's assessment of Blue Mountain's plans and future operations, contains forward- 
looking statements that involve substantial known and unknown risks and uncertainties. These 
forward-looking statements are subject to numerous risks and uncertainties, certain of which 
are beyond Blue Mountain's control, including the impact of general economic conditions, 
industry conditions, volatility of commodity prices, currency fluctuations, imprecision of reserve 
estimates, environmental risks, competition from other producers, the lack of availability of 
qualified personnel or management, stock market volatility and ability to access capital from 
internal and external sources. Blue Mountain's actual results, performance or achievement 
could differ materially form those expressed in, or implied by, these forward-looking statements 
and, accordingly, no assurance can be given that any of the events anticipated by the forward- 
looking statements will transpire or occur, or if any of them do so, what benefits that Blue 
Mountain will derive therefrom. The Company undertakes no responsibility to update the 
information provided herein. 


ADDITIONAL INFORMATION 
Additional information regarding Blue Mountain, including the Company's Annual Information 
Form, is available on SEDAR at www.sedar.com or on the Company's website at www.bme.ca. 
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MANAGEMENT'S REPORT to the SHAREHOLDERS 


All information presented in the Annual Report is the responsibility of the Company's 
management. The consolidated financial statements have been prepared by management in 
accordance with accounting principles generally accepted in Canada and in accordance with 
accounting policies detailed in the notes to the financial statements. Where necessary, the 
statements include estimates based on management's objective and informed judgements. 


Management has prepared the financial information presented elsewhere in the Annual Report 
and has ensured that it is consistent with the financial statements. 


Management maintains a system of internal controls to provide reasonable assurance that the 
Company's assets are safeguarded and that financial information is reliable and relevant. 


The Audit Committee of the Board of Directors has reviewed the financial statements with 
management and KPMG LLP, the Company's external auditors. The financial statements have 


been approved by the Board of Directors on the recommendation of the Audit Committee. 


f24 hl. 


Randy Pawliw 
PRESIDENT AND CHIEF EXECUTIVE OFFICER 
CALGARY, CANADA 


MARCH 30, 2006 


AUDITORS’ REPORT to the SHAREHOLDERS 


We have audited the consolidated balance sheets of Blue Mountain Energy Ltd. as at December 
31, 2005 and 2004 and the consolidated statements of earnings and retained earnings and 
cash flows for the years then ended. These financial statements are the responsibility of 
the Company's management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 


We conducted our audits in accordance with Canadian generally accepted auditing standards. 
Those standards require that we plan and perform an audit to obtain reasonable assurance 
whether the financialstatements are free of material misstatement. An auditincludes examining, 
on a test basis, evidence supporting the amounts and disclosures in the financial statements. 
An audit also includes assessing the accounting principles used and significant estimates 
made by management, as well as evaluating the overall financial statement presentation. 


In our opinion, these consolidated financial statements present fairly, in all material respects, 
the financial position of the Company as at December 31, 2005 and 2004 and the results of its 
operations and its cash flows for the years then ended in accordance with Canadian generally 
accepted accounting principles. 


IE TUUE DEP 


KPMG LLP 
CHARTERED ACCOUNTANTS 
CALGARY, CANADA 


MARCH 30, 2006 
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CONSOLIDATED BALANCE SHEETS 


As at December 311 (5 thousands) 2005 2004 
Assets 
Current Assets 

Accounts receivable S$ 12,466 S (2370 
Property, plant and equipment (note 3) 115,961 102,031 
Goodwill 14,556 14,556 


142,983 128,957 


Liabilities and shareholders’ equity 
Current Liabilities 


Accounts payable and accrued liabilities 18,238 19,781 
Bank debt (note 6) 16,448 4,029 
34,686 23,810 

Asset retirement obligations (note 4) 3,415 2,979 


Future income taxes (note 8) 3,230 755 


41,331 27,544 


Shareholders’ equity 


Share capital (note 5) 96,105 97,421 
Contributed surplus (note 7) 1,835 851 
Retained earnings 3,712 3,141 


101,652 101,413 


Subsequent events (note 11) 


142,983 128,957 


See accompanying notes to the consolidated financial statements. 


Approved by the Board, 


fit fel. 


erne Johnson Randy Pawliw 
DIRECTOR DIRECTOR 
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CONSOLIDATED STATEMENTS OF 
EARNINGS AND RETAINED EARNINGS 


For the year ended December 31 ($ thousands except per share amounts) 2005 2004 


Revenues 
Oil and gas sales 51,389 33,126 
Royalties, net of Alberta Royalty Tax Credit (10,569) (6,765) 
Interest income - 63 
40,820 26,424 

Expenses 
Operating 12,144 7,834 
General and administrative 2,445 1,246 
Stock-based compensation 1,187 426 
Interest 706 is 
Depletion, depreciation and accretion _ 22,967 113,993 
39,449 23,672 
Earnings before income and other taxes 1,371 DT 


Income and other taxes (note 8) 


Capital 320 
Future 1,015 
585 
Net earnings 1,417 
Retained earnings, beginning of year 1,724 
Premium on shares repurchased and cancelled (note 5c) = 
Retained earnings, end of year 3,141 
Weighted average number of shares outstanding (note 5h) 
Basic 21,413 15,505 
Diluted 21,719 16,328 
Basic earnings per share 0.03 0.09 
Diluted earnings per share 0.03 0.09 


See accompanying notes to the consolidated financial statements. 
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CONSOLIDATED STATEMENTS OF 
CASH FLOW 


For the year ended December 311 (5 thousands) 2004 
Cash provided by operating activities 
Net earnings 622 1,417 
Add non-cash items: 
Depletion, depreciation and accretion 22,967 13,993 
Future income taxes 510 1,015 
Stock-based compensation expense 1,187 426 
Abandonment expenditures (58) (13) 
Funds from operations 25,228 16,838 
Change in non-cash working capital items (note 10) (800) 282 
24,428 17,120 
Cash provided by financing activities 
Increase (repayment) in bank debt, net 12,419 (8,213) 
Issuance of common shares, net of issue costs 969 17,600 
Shares repurchased and cancelled (574) - 
12,814 9,387 
Cash available for investing activities 37,242 26,507 
Cash used in investing activities 
Business combination (note 2) (997) 
Additions to property, plant and equipment (33,663) (34,171) 
Acquisitions — oil and gas properties (2,932) (4,105) 
Dispositions — oil and gas properties 192 287 
Change in non-cash working capital items (note 10) (839) 2,792 
(37,242) (36,194) 
Change in cash and cash equivalents (9,687) 
9,687 


Cash and cash equivalents, beginning of year 


Cash, end of year 


See accompanying notes to the consolidated financial statements. 
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FINANCIAL STATEMENTS 


Years ended December 31, 2005 and 2004 


1. SIGNIFICANT ACCOUNTING POLICIES: 

NATURE OF BUSINESS AND BASIS OF PRESENTATION: 

Blue Mountain Energy Ltd. (the “Company") is involved in the exploration, development and 
production of petroleum and natural gas in Alberta, Saskatchewan and British Columbia. The 
consolidated financial statements are stated in Canadian dollars and have been prepared in 
accordance with Canadian generally accepted accounting principles. 


(A) PRINCIPLES OF CONSOLIDATION: 
The consolidated statements include the accounts of the Company and its subsidiaries, all of 
which are inactive. 


(B) JOINT OPERATIONS: 

Certain of the Company's petroleum and natural gas exploration and production activities 
are conducted jointly with others. These financial statements include only the Company's 
proportionate interest in such activities. 


(C) MEASUREMENT UNCERTAINTY: 

The amounts recorded for depletion and depreciation of petroleum and natural gas properties, 
the provision for asset retirement obligations and the cost recovery ceiling test are based on 
estimates. These estimates include proved and probable reserves, production rates, petroleum 
and natural gas prices, future costs and other relevant assumptions. By their nature, these 
estimates are subject to measurement uncertainty and the effect of changes in such estimates 
on the financial statements of future periods could be significant. 


(D) PETROLEUM AND NATURAL GAS PROPERTIES: 

The Company uses the full cost method of accounting for petroleum and natural gas operations, 
whereby all costs related to the exploration and development of petroleum and natural gas 
reserves are capitalized. Under this method, oil and gas assets are evaluated at least annually 
to determine that the costs are recoverable and do not exceed the fair value of the properties. 
The costs are assessed to be recoverable if the sum of the undiscounted cash flows expected 
from the production of proved reserves and the lower of cost and market of unproved properties 
exceed the carrying value of the oil and gas assets. If the carrying value of the oil and gas 
assets is not assessed to be recoverable, an impairment loss is recognized to the extent that the 
carrying value exceeds the sum of the discounted cash flows expected from the production of 
proved and probable reserves and the lower of cost and market of unproved properties. The 


cash flows are estimated using the future product prices and costs and are discounted using a 
risk-free rate. 


The proceeds of disposition of petroleum and natural gas properties are deducted from 


capitalized costs, with no gain or loss calculated unless such disposal would alter the depletion 
rate by 20 percent or more. 
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(E) DEPLETION AND DEPRECIATION: 

Costs related to petroleum and natural gas properties are depleted on the unit-of-production 
basis, based on the Company's gross share of total proved petroleum and natural gas reserves 
before royalties as determined by independent engineers. Costs eligible for depletion include 
total capitalized costs, less the cost of unproved properties, plus estimated future development 
costs of proved undeveloped reserves. Costs of acquiring and evaluating unproved properties 
are excluded from costs subject to depletion until it is determined whether proved reserves 
are attributable to the properties or impairment occurs. Natural gas volumes are converted to 
equivalent barrels of crude oil on the basis of relative energy content, where six thousand cubic 
feet of gas equates to one barrel of oil. 


The costs of corporate and other capital assets are depreciated at rates approximating their 
useful life on a declining balance basis of 20 percent per year. 


(F) ASSET RETIREMENT OBLIGATIONS: 

The Company records a liability for the fair value of legal obligations associated with the 
retirement of long-lived tangible assets in the period in which they are incurred, normally when 
the asset is purchased or developed. On recognition of the liability there is a corresponding 
increase in the carrying amount of the related asset known as the asset retirement cost, which 
is depleted on a unit-of production basis over the life of the reserves. The lability is adjusted 
each reporting period io reflect the passage of time, with the accretion charged to earnings, 
and for revisions to the estimated future cash flows. Actual costs incurred upon settlement of 
the obligations are charged against the liability and any remaining difference is recognized as 
a gain or loss to earnings in the period in which the settlement occurs. 


(G) GOODWILL: 

Goodwill represents the excess of the cost of acquisitions over the net of the amounts assigned 
to assets acquired and liabilities assumed. Goodwill is not amortized. The Company monitors 
its goodwill balance to determine whether any impairment has occurred. If this review indicates 
that goodwill will not be recovered based on its fair value, the Company recognizes a write- 
down of the unamortized portion of goodwill in excess of the fair value. 


(H) DERIVATIVE FINANCIAL INSTRUMENTS: 
The Company may utilize derivative financial instrument contracts to reduce its exposure to 
commodity price fluctuations. These contracts are designated, and are effective as, hedges and 
are not utilized for speculative purposes. 


Gains or losses on oil and natural gas related instruments designated as a hedge are reported 
as adjustments to oil and natural gas revenues when the related production is sold. Gains or 
losses on foreign exchange hedging transactions are recognized as foreign exchange gain or 
loss or as an adjustment to oil revenues. Gains or losses on interest rate hedging transactions 
are reported as adjustments to interest on long term debt over the period hedged. Financial 
instruments not designated as a hedge, not qualifying as a hedge, or no longer effective as a 
hedge are recorded on the balance sheet as an asset or liability with changes to the market 


value reflected in net income. 
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(I) REVENUE RECOGNITION: 
Revenues from the sale of petroleum and natural gas are recorded when title passes to a third 


party. 


(J) INCOME TAXES: 

The Company uses the asset and liability method of accounting for future income taxes. 
Under the liability method, future income tax assets and liabilities are determined based on 
“temporary differences" (differences between the accounting basis and the tax basis of the 
assets and liabilities), and are measured using the currently enacted, or substantively enacted, 
tax rates and laws expected to apply when these differences reverse. A valuation allowance is 
recorded against any future income tax assets if it is more likely than not that the asset will not 
be realized. 


(K) STOCK BASED COMPENSATION: 

The Company uses the fair value method for valuing stock options. Under this method, 
compensation cost attributable to stock options is measured at fair market value at the grant date 
and expensed over the vesting period, with a corresponding increase to contributed surplus. 
Upon exercise of the stock options, consideration paid together with the amount previously 
recognized in contributed surplus is recorded as an increase to share capital. The Company has 
not incorporated an estimated forfeiture rate for stock options that will not vest. Instead, the 
Company accounts for actual forfeitures as they occur. 


(L) PER SHARE INFORMATION: 

Basic per share information is calculated on the basis of the weighted average number of 
common shares outstanding during the year. Diluted per share amounts are calculated using 
the treasury stock method. Diluted calculations reflect the weighted average incremental 
common shares that would be issued upon exercise of dilutive options and warrants assuming 
the proceeds would be used to repurchase shares at average market prices for the year. Anti- 
dilutive options and warrants are not included in the calculation. 


(M) FLOW-THROUGH SHARES: 

The resource expenditure deductions for income tax purposes related to exploratory and 
development activities funded by flow-through share arrangements are renounced to investors 
in accordance with tax legislation. The provision for future income taxes is increased and share 
capital is reduced by the renounced tax deductions when the expenditures are renounced. 
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2. BUSINESS COMBINATION: 

On September 30, 2004, the Company acquired all of the issued and outstanding shares of Sentra 
Resources Corporation ("Sentra"), an Alberta-based crude oil and natural gas exploration and 
production company, for $36.6 million. Consideration consisted of 4.7 million common shares 
at $7.48 per share and the fair value of Sentra options acquired, estimated at $0.1 million 
using the Black-Scholes option pricing model, in addition to transaction costs of $1.0 million. 
The purchase resulted in an excess purchase price over the fair value of assets acquired of 
approximately $10.8 million which has been reflected as goodwill. The transaction has been 
accounted for using the purchase method, and the results of operations of Sentra are included 
in the statements of earnings and deficit from the date of acquisition. 


The purchase price was allocated as follows: 


(S thousands) 
Current assets 4,047 
Property, plant and equipment 40,000 
Goodwill 10,815 
Current liabilities (6,904) 
Bank debt (12,242) 
Asset retirement obligations (1,658) 
Future income taxes 2,587 
36,645 


3. PROPERTY, PLANT AND EQUIPMENT: 


Accumulated 


Depletion and Net Book 

As at December 31, 2005 (5 thousands) Cost Depreciation Value 
Petroleum and natural gas properties 

Intangible 130,696 35,235 95,461 

Tangible 27,803 7,495 20,308 

Office equipment 329 137 192 

158,828 42,867 115,961 

Accumulated 

Depletionand — Net Book 

As at December 31, 2004 (5 thousands) Depreciation Value 
Petroleum and natural gas properties 

Intangible 106,679 17,544 89,135 

Tangible 15,118 2,486 12,632 

Office equipment 85)! 87 264 


122,148 ZO 102,031 


ee 
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Excluded from the depletion calculation at December 31, 2005 are costs of undeveloped land 
amounting to $18.9 million (2004 — $17.1 million) and unproved seismic costs of $4.2 million 
(2004 — nil). Future development costs of $1.2 million (2004 — $3.3 million) have been included 
in the depletion calculation. 


The reference prices used in the full cost ceiling test calculation of the Company's crude oil and 
natural gas reserves at December 31, 2005 were: 


2006 2007 2008 2009 2010 2011 Thereafter 


Crude oil 

WTI USS per barrel 57.50 55.40 52.50 49.50 46.90 48.10 + 2.5%/yr 
Natural gas 

Alberta AECO Spot Price 

Cdn$ per gigajoule 10.05 9.05 8.05 7.00 6.55 6.75 + 2.5%/yr 
Cdn$/USS Exchange rate 1.18 1.18 1.18 1.18 1.18 1.18 1.18 


General and administrative expenses capitalized in 2005 amounted to $0.8 million (2004 — $0.7 
million) of a total of $2.3 million (2004 — $1.4 million) in general and administrative expenses. 


4. ASSET RETIREMENT OBLIGATIONS: 

The Company's asset retirement obligations result from net ownership interests in petroleum 
and natural gas assets including well sites, gathering systems and processing facilities. The 
Company estimates the total undiscounted amount of cash flows required to settle its asset 
retirement obligations is approximately $5.3 million as at December 31, 2005, which will be 
incurred over the next 15 years. The majority of the costs will be incurred between 2010 and 
2020. A credit-adjusted risk-free rate of seven percent and an inflation rate of two percent were 
used to calculate the fair value of the asset retirement obligations. 


A reconciliation of the Company's asset retirement obligations is provided below: 


December 31 (5 thousands) 
Balance, beginning of year 


Liabilities incurred in period 464 
Liabilities settled in period (13) 
Accretion expense 85 
Sentra acquisition (note 2) 1,658 


Balance, end of year 


BLUE MOUNTAIN ENERGY LTD. 39 


5. SHARE CAPITAL: 
(A) AUTHORIZED: 
Unlimited number of voting Common Shares. 


Unlimited number of voting First Preferred Shares, issuable in series, none of which have been 
issued. 


Unlimited number of Second Preferred Shares, issuable in series, voting rights to be determined, 
none of which have been issued. 


(B) ISSUED: 


($ thousands except number of shares) 7 a |. Number Q 


Common Shares 


Balance, December 31, 2003 14,106,750 43,808 
Issued on exercise of stock options 214,168 747 
Issued on exercise of performance warrants (note 5d) 19,425 58 
Issued on exercise of purchase warrants (note 5d) 675,000 4,050 
Issued to effect business combination (note 2) 4,746,650 35,648 
Issued for cash, pursuant to private placement (note 5e) 1,500,000 13,550 
Issue costs, net of future income tax effect of $291 - (440) 

Balance, December 31, 2004 21,261,993 97,421 
Issued on exercise of stock options 305,628 1,155 
Issued on exercise of performance warrants 8,641 26 
Shares repurchased and cancelled (note 5c) (116,800) (522) 
Tax effect of 2004 flow-through renunciation - (1,969) 


Issue costs, net of future income tax effect of $4 - 
Balance, December 31, 2005 21,459,462 


(C) NORMAL COURSE ISSUER BID: 

On May 2, 2005, the Company received approval from the Toronto Stock Exchange to acquire 
for cancellation, by way of normal course issuer bid, up to 1,075,231 common shares of the 
Company, which represents approximately 5 percent of the issued and outstanding common 
shares. The Bid commenced on May 5, 2005 and terminates on May 4, 2006. During 2005, the 
Company acquired 116,800 Common Shares at an average price of $4.91 per share. All shares 
acquired in 2005 were cancelled and the excess of the average purchase price over the stated 
value of the shares acquired has been charged to retained earnings. 


(D) WARRANTS: 
As at December 31, 2005, a total of 376,267 performance warrants remain outstanding. 


Each performance warrant is exercisable into one Common Share at a price of $3.00 per 
Common Share and expires on June 12, 2007. 
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On December 19, 2003, the Company completed a private placement of 1,500,000 units at 
$6.00 per unit for gross proceeds of $9.0 million. Each unit consisted of one common share and 
one-half of one common share purchase warrant. The warrants have a two year term and are 
exercisable at $6.00 per whole warrant prior to December 19, 2004 and $6.60 per whole warrant 
prior to December 19, 2005. 


($ thousands except number of warrants) Number Exercise Value 

Warrants 

Balance, December 31, 2003 1,154,333 5,758 
Performance warrants exercised (19,425) (58) 
Common share purchase warrants exercised (675,000) (4,050) 

Balance, December 31, 2004 459,908 1,650 
Performance warrants exercised (8,641) (26) 
Common share purchase warrants cancelled (75,000) (495) 

Balance, December 31, 2005 376,267 1,129 


(E) PRIVATE PLACEMENT: 

On December 15, 2004, the Company completed a private placement of 1,000,000 common 
shares at a price of $8.25 per share and 500,000 flow-through shares at a price of $10.60 per 
share for gross proceeds of $13.6 million. 


(F) REDUCTION OF SHARE CAPITAL: 
Pursuant to a shareholders’ resolution dated June 11, 2003, the stated capital of the Company 
was reduced by $4,057,040, being the cumulative deficit of the Company at January 1, 2003. 


(G) STOCK OPTION PLAN: 

Under the Company's stock option plan, the Company may grant options to purchase Common 
Shares up to the maximum number permitted by the Toronto Stock Exchange to directors, 
officers, employees and consultants. Options are granted at the market price, vest according 
to privileges set at the time the option is granted, and must expire no later than ten years from 
the date of grant. 


Following is a summary of options issued and outstanding at December 31, 2005 and 2004: 


Issued: 
2005 2004 
Weighted Weighted 
Average Average 
Number of Exercise Number of Exercise 
Options Price Options Price 
Balance, beginning of year 1,901,461 $ 4.79 1,341,295 $2.99 


Cancelled (478,499) (6.38) (275,666) (12.37) 
Granted 1,131,000 5.24 1,050,000 8.74 
Exercised (305,628) (3.12) (214,168) (3.14) 
Balance, end of year 2,248,334 $ 5.78 1,901,461 § 4.79 


Exercisable, end of year 932,335 $ 3.67 777,24) 
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The following table summarizes information about stock options outstanding and exercisable 
at December 31, 2005: 


Options Outstanding Options Exercisable 
Weighted 
Average Weighted — 
Remaining Average. 
Range of Number Contractual Number | Exercise | 
Exercise Price Outstanding Life Exercisable | Price — 
$1.00 — $1.00 54,000 1.5 years 54,000 $1.00 
$2.62 — $3.25 692,896 1.4 years 683,897 ASV 
$3.52 —- $3.52 23,438 0.5 years 23,438 Sysy7 
$5.00 - $5.50 975,000 4.7 years = = 
$6.00 - $6.25 70,000 3.0 years 26,667 6.19 
$7.50 - $7.59 433,000 3.9 years 144,333 7.54 
$1.00 - $7.59 2,248,334 3.3 years 9327335 $3.67 
(H) PER SHARE AMOUNTS: 


In computing diluted earnings per share, 306,012 shares (2004 — 823,603) were added to the 
21,413,483 (2004 — 15,504,582) weighted average number of common shares outstanding 
during the year for the dilutive effect of stock options and warrants. In 2005, 503,000 options 
(2004 — 669,000) to purchase common shares were not included in the computation because 
they were out of the money. No adjustments were required to reported earnings in computing 
diluted per share amounts. 


The following table provides a summary of weighted average shares outstanding and per share 
earnings information: 


Year ended December 31 2005 
Weighted Average Common Shares 
Basic 21,413,483 15,504,582 
Diluted 21,719,494 16,328,185 


Weighted Average per Share Amounts 
Basic earnings $ 0.03 $ 0.09 
Diluted earnings $ 0.03 $ 0.09 


6. BANK DEBT: 

The Company has a credit facility with a Canadian chartered bank. The credit facility is a 
$24,000,000 revolving demand loan and bears interest at the bank's prime lending rate. The 
loan is secured by all of the Company's assets with a general security agreement and is renewed 
annually. Principal repayments are required only if the borrowing base is exceeded. 


a 


7. STOCK-BASED COMPENSATION: 
The Company uses the fair value method for recognizing a compensation cost for stock options 
granted subsequent to December 31, 2002. 


The following table reconciles the Company's contributed surplus: 


Year ended December 31(S thousands) — 
Balance, beginning of year 


426 
(75) 


Stock-based compensation expense 
Stock options exercised 


Balance, end of year 


The Company continues to disclose the pro forma earnings impact of stock options granted in 


2002. If the fair value method had been used for options granted in 2002, the Company's net 
earnings and net earnings per share for the years ended December 31, 2005 and 2004 would 
have been as follows: 


Yearended December 31,2005 As Reported Pro Forma 
Net earnings ($ thousands) 622 572 
Earnings per share, basic (Ss) 0.03 0.03 
Earnings per share, diluted (5) 0.03 0.03 


| Year ended December 31,2004 ts As Reported Pro Forma 
Net earnings ($ thousands) 1,417 1,230 
Earnings per share, basic (S) 0.09 0.08 
Earnings per share, diluted (5) 0.09 0.08 


In calculating the pro forma impact on net earnings, the fair value of options issued prior to 
2003 is amortized to compensation expense over the vesting period of the options. 


The fair value of each option was estimated on the date of grant using the Black-Scholes option 
pricing model with the following weighted average assumptions: 


Expected life (years) 
Risk-free interest rate (%) 
Volatility (%) 


She) 
48.1 


Weighted average fair value of options granted ($) 
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8. INCOME TAXES: 

The Company reports both federal capital tax and the Saskatchewan resource surcharge 
as capital tax expense. The provision for income taxes differs from the amount obtained by 
applying the combined federal and provincial income tax rate to earnings before income and 
other taxes as follows: 


As at December 31 (S$ thousands except tax rate) 2005 ae : co i - 200. me 
38.27% 39.85% 


Expected tax expense ney = rie 1,097 


Statutory tax rate 


Increase (decrease) resulting from: 


Non-deductible Crown charges and other payments, 
net of Alberta Royalty Tax Credit 2,094 | 1,618 


Federal resource allowance (1,741) © (1,575) 
Stock based compensation 454 170 
Change in enacted tax rates (722) (181) 
ACRI a (100) (114) 
Capital taxes ey 239 ii 320 
Income tax expense 749 1385 


The components of the net future income tax lability are as follows: 


Year ended December 31 (§ thousands) - ee a 2005, me 
Property, plant and equipment eS AST 
Non-capital losses ' : : . 
Asset retirement obligations oe AS 
Share issue costs 739 
ACRI 733i. 
Capital losses 425 
Valuation allowance (425) , 
(3,320) 


9. FINANCIAL INSTRUMENTS: 

The Company is exposed to fluctuations in commodity prices, interest rates and exchange 
rates. The Company monitors and, when approximate, utilizes financial instruments to manage 
its exposure to these risks. 


(A) COMMODITY PRICE RISK MANAGEMENT: 
The Company may enter into oil and gas pricing agreements to provide it with exposure to a 
variety of pricing indices. At December 31, 2005, there were no oil and gas pricing agreements 


outstanding. 


(B) FOREIGN CURRENCY RISK MANAGEMENT: 

The Company is exposed to foreign currency fluctuations. The Company may periodically use 
financial instruments, including forward exchange contracts and currency options to manage 
this exposure. At December 31, 2005, there were no contracts or options outstanding. 


enzo 


(C) CREDIT RISK MANAGEMENT: 

Accounts receivable include amounts receivable for oil and gas sales. These sales are generally 
made to large, credit-worthy purchasers. The Company views the credit risks on these items 
as insignificant. Amounts receivable for joint venture partners included in accounts receivable 
are recoverable from production and, accordingly, the Company views the credit risk on these 
amounts as insignificant. 


(D) INTEREST RATE RISK: 
The Company is exposed to interest rate risk to the extent that the bank debt is at a floating 
rate of interest. 


(E) FAIR VALUES OF FINANCIAL INSTRUMENTS: 

Cash and cash equivalents, accounts receivable, accounts payable and accrued liabilities and 
bank debt have carrying values that approximate fair value due to the near term maturity of 
these financial instruments. 


10. SUPPLEMENTAL CASH FLOW INFORMATION: 
CHANGES IN NON-CASH WORKING CAPITAL 


(Sthousands) 2005 2004 

Accounts receivable (96) (1,681) 
Accounts payable and accrued liabilities (1,543) 4,755 
Change in non-cash working capital (1,639) 3,074 


Relating to: 

Operating activities 
Accounts receivable (2,132) 116 
Accounts payable and accrued liabilities 1,332 166 

(800) 282 


Investing activities 
Accounts receivable 2,034 (1,799) 
Accounts payable and accrued liabilities (2,873) 4,591 

(839) 2,/92 
(1,639) 3,074 


INTEREST AND TAXES PAID 
- ($ thousands) Ve 
Interest paid 


173 
Income and other taxes paid 


11. SUBSEQUENT EVENTS: 
Since January 1, 2006, the Company has disposed of non-core oil and gas properties in three 
separate transactions for total proceeds of $8.4 million. 
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